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Introduction 


The  19?C'3  will  be  the  decsde  for  reforrr;  in  the  purchase  of  service  rysteni  ;FOS;  and 
cne  of  the  fundamental  changes  will  te  m  the  pricing"  methodology'.    A  number  of  pricing 
models  have  been  Dro;::Csed. 


Industry  rates  and  their  progeny.  A  model  that  requires  a  standard  program 
description  to  be  articulated  and  priced  for  each  service  prototype.  In  this  model,  providers  of 
the  same  service  are  reimbursd  at  a  set  price,  although,  this  industry  price  may  be 
supplemented  for  individual  program  costs,  such  as  occupancy,  or  by  standard  add-on  values, 
such  as  performance  incentives.  Under  this  model,  the  focus  of  the  pricing  process  will  shift 
from  the  cost  of  each  program  component  to  the  cost  of  the  program  prototype  itself. 


Pricing  catalogues.  A  model  which  varies  from  general  pricing  standards 
■:3i:cy  cosrs  ni3y  be  between  S5.00  per  sgudre  fooc  and  Si  SO..  00  per  square  foot . "}  to 
highly  specific  pricing  standards  { "TJie  cost  /or  occupancy  /or  a  two  story,  wooden  residentiaJ 
building  in  NortJi  Ware  shall  be  $31 50  per  square  /oot ").  Provider  and  purchaser  negotiate 
program  inputs  and  refer  to  the  catalogue  for  the  corresponding  prices.  An  individual 
r^'-pcram  s  rate  is  the  sum  of  the  prices  drawn  from  the  catalogue. 


CycJicaJ  Individual  Rates.  A  model  which  places  providers  on  staggered  rate  C;/cle£. 
When  "on-cycie"  a  provider's  rate  is  calculated  following  program  and  fiscal  review.  When 
"off-cycle"  a  provider's  rate  is  adjusted  for  inflation. 


Free  Market.  A  model  where  the  charge  for  services  is  established  by  the  provider 
With  the  state  free  to  choose  the  most  competitive  charge. 


Each  pricing  m^odel  enjoys  some  support  fromi  various  sectors  of  the  human  service 
s^^'stem.  However,  the  eventual  pricing  model  or  models  must  achieve  certain  fundamental 
goals  if  it  or  they  are  to  be  successful. 
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Goals  of  Reform 


''ve  move  :Gward5  the  reform  gi  the  purchase  of  service  s^T'stern.  a  number  of  goals  have 
:ee-  r.rL::ula:ed  th?.:  are  useful  m  evaluating  the  effectiveness  of  any  new  pricing  model. 


The  new  pricing  model  must  be  administratively  feasible.  It  is  impossible  and 
impractical  to  continue  the  present  annual  contracting  process.  The  pricing  miodel  must  allow  the 
state  and  the  provider  to  know  with  certainty  the  reasonable  cost  of  a  service  in  time  to  adequately 
':'Udget  for  that  service.  Expertise  shou'  '  be  encouraged  withm  the  system,  not  eroded  by  creating 
tasks  that  cannot  be  accomplished  with  limited  personnel  or  by  clouded  roles  and  responsibilities. 
The  failure  of  the  present  system  is  the  result  of  too  few  staff  charged  with  the  responsibility/  of 
processing  over  10,000  contracts  year  in  and  year  cut  with  the  ambiguously  articulated  roles  of  the 
parties  in  the  contracting  process. 

77? e  new  pricing  model  must  ensure  that  rates  reflect  the  reasonable  cost  of 
providing  the  services,  not  the  amount  of  money  the  purchaser  has  to  spend.  Many  critics 
of  the  current  system  argue  that  the  system  is  on  the  brink  of  bankruptiry  because  rates  were  based 
on  historical  costs.  This  is  incorrect.  Historical  costs  are  the  most  current  costs  reported  by  the 
provider.  The  process  of  negotiations,  originally  developed  to  permit  adiustments  for 
programmatic  changes,  has  become  a  process  for  manipulating  budget  changes  based  on  the  amount 
::  rr.oney  a  particular  state  agency  has  to  spend.  This  process  of  line  item  negotiation  must  cease. 
In  its  place  must  be  a  pricing  system  that  establishes  a  fair  price  for  quality  services. 


The  new  pricing  model  must  encourage  cost  efficient  and  cost  effective  decisions. 

The  present  system  offers  no  incentives  for  a  provider  to  seek  the  best  value;  a  provider  who 
borrows  money  at  the  nearest  bank  is  reimbursed  m  the  same  manner  as  a  provider  who  borrows 
money  from  a  distant  bank  with  a  lower  interest  rate.  A  provider  must  be  able  to  retain  the 
financial  benefit  of  a  cost  effective  and  cost  efficient  decision;  without  this,  there  is  little 
motivation  to  be  cost  effective,  and  without  cost  effectiveness  the  state's  buying  power  for  services 
IS  eroded  over  time.  This  in  turn  does  not  guarantee  the  best  value  for  the  purchasers  of  those 
services. 


The  new  pricing  model  must  inform  purchasers.  The  state  as  purchaser  miust  know 
'"hat  it  is  purchasing  and  must  know  the  value  of  that  purchase.  A  pricing  structure  that  requires 
tne  articulation  of  uniform  program  standards  and  the  evaluation  of  the  delivery  of  services 
against  those  standards,  results  in  an  informed  consumer  miakmg  an  inform.ed  purchase. 
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The  new  pricing  model  must  treat  all  providers  equitably.  The  power  in  the 

ra'^or  uf  the  state,  if  the  provider  is  one  of  fe'i¥,  then  the  power  is  in  favor  of  the  provider.  A 
pricing  structure  must  be  blind  to  such  power  imbalance;  a  price  for  service  should  reflect 
program  components  and  not  the  relative  strengths  and  weaknesses  of  the  parties. 


There  are  strengths  and  weaknesses  inherent  in  each  of  the  proposed  pricing  models. 
The  challenge  before  us  is  to  design  a  s^/stem  with  the  most  strengths  and  the  fewest 
weaknesses  in  meeting  these  goals. 


^4  New  Pricing  Model 


The  present  system  of  annual  negotiations  must  stop.    This  system  treats  providers 
as  new  businesses  each  year  which  threatens  the  financial  stability  of  the  provider  industry 
and  jeopardises  continuity  of  client  care.  The  present  s^/stem  rewards  those  more  adept  at 
negotiating,  at  the  expense  of  more  important  considerations,  such  as  quality  of  services. 
Limited  resources  are  misdirected  towards  the  contract  process  rather  than  the  evaluation  of 
performance.  At  a  minirrium  the  pricing  structure  maist  correct  these  failures. 

The  pricing  structure  which  not  only  corrects  these  failures  but  also  achieves  the 
goals  of  the  purchase  of  service  reform  is  one  that  begins  with  the  elimination  of  annual 
negotiatons  and  the  establishment  of  a  cyclical  rate  determination  s^'stern.  This  sweeping  but 
necessary  change,  itself,  will  create  a  manageable  and  timely  system  for  rate  determination. 
The  pricing  system  must  also  ensure  equitable  treatmient  of  all  providers,  promiote  cost 
effective  and  cost  efficient  decisions,  and  encourage  informed  purchasers.  Additionally,  the 
pricing  system  must  be  flexible  enough  to  recognise  evolving  program  development.  A  cyclical 
pricing  s^/ stemi  which  begins  with  individual  program  rates  and  develops  industry  rates,  when 
appropriate,  is  a  system  that  meets  the  goals  of  purchase  of  service  reform. 

Under  this  system,  all  POS  programis  will  be  assigned  to  a  rate  determination  cycle 
{e.g.  one-fifth  of  the  system  will  be  assigned  to  a  grouping,  thus  an  A,B,C,D,E  cycle  will  be 
created).  Q/cle  assignment  will  be  based  on  program  b/pes.  Programs  on-cycle  have  new  rates 
developed;  programs  off -cycle  receive  the  previous  year's  rate  increased  by  inflation  {roll-over 
rates).  Data  collected  during  each  cycle  will  be  analysed  by  the  Commission  and  program 
specific  data  bases  will  be  developed.  From  these  data  bases,  program  types  showing  potential 
for  industry  rate  development  will  be  selected  and  fully  researched.  Candidates  for  industry 
rates  can  be  those  program  types  where  certain  categories  of  costs  cluster  [e.g.  direct  care)  or 
where  program  components  tend  to  be  standardized.  Purchasers  and  providers  describe  program 
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clcsi^n  ?.ncl  describe  desired  progrzirri  evolution.  Program  types  not  yet  refined  enough  to  warrant 
an  mdustn,'  rate  will  have  individual  program  rates  developed  cyclically.  This  process  will 
ccr.sist  of  a  programmatic  revieyf  where  providers  and  purchasers  agree  3n  changes  to  the  programi 
design.    The  Commissicn.  as  part  of  its  independent  fiscal  review,  will  then  price  the  program 
changes  using  the  most  current  cost  information  available. 


Prices  established  bv  a  centralised  pricing  expert  will  result  in  rates  that  best  reflect  the  true 
cost  structure  of  each  program.  Pricing  policy  will  remain  uniform,  thus  ensuring  even-handed 
treatment  fcr  all  providers.  Program  personnel  will  be  freed  up  from  annual  contract  processing, 
thus  aiiowing  those  experts  to  evaluate  present  service  delivery  and  to  articulate  future  patterns 
cf  better  service  delivery.  Long  term  planning  vnthm  the  human  service  industry  will  be  not  only 
possible,  but  necessary. 


Froviders  are  encouraged  to  generate  savings  in  this  system  by  making  mangement  decisions 
during  off-cycle  years  that  will  save  money  and  increase  efficiency.  Because  a  provider  will  know 
the  level  of  reimbursement  for  the  program  components  m  the  rate,  the  provider  may  make  certain 
management  decisions  that  will  reduce  the  cost  of  the  program  component  in  an  off-cycle  year. 
Savings  will  be  retained  by  the  provider.  When  on-c^/cle.  incentive  programs  will  be  developed  to 
sustain  savings,  e.g.  financial  add-ons  for  successful  performance.  Incentives  will  result  in 
programs  that  are  better  operated  and  better  managed. 


Providers  are  encouraged,  and  permitted,  to  function  as  businesses  in  this  system.  Prograrri 
rates,  not  line  items  become  the  focus.  Providers,  not  purchasers,  have  the  responsibility  for 
management  decisions  and  the  outcomes  of  these  decisions.  However,  fiscal  accountability  is 
ensured  through  the  review  of  cost  information. 


Finally,  purchasers  will  become  better  informed  under  this  integrated  pricing  structure 
because  they  will  be  obligated  to  focus  on  program  descriptions  and  program  evolution. 


Equity',  timeliness,  cost  efficiencies  and  effectiveness  and  quality  become  the  realistic  end 
products  of  an  integrated  c/clical  pricing  system. 
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Models  That  Fail  The  Promise 


One  pricing  model  that  has  garnered  much  attention  is  the  pricing  catalogue  model.  :o 

underfunding.  extensive  documentation,  line  by  line  accountability,  untimely  rates,  cost 
meiticiencies  and  personnel  ineffectiveness. 


pri rp;?  '"i^^hln  th*^  ''^■''i^'^lnsf' le  *^*^uld  v^si^-  fr'^m  hi^hlv  sp^-ifi^"'  ^jri'""^!'  "I'l^dicsl  siiccli^s  for 

O  u  i.>4^  I.  Jj  J 1.  1-  v-i    ui.;  I.-  a  J  i-'i.j  -Ij^j^-  J  4...  J  4. 1.- Li  ijji.-  i.-'j  L  7    u'.i    •  *  i-V  !.  i-^- ti-j    ^jJilaj   U'CT  J"..'*^.  C'l.'  jL'L-j    i-jji-yjl.  LU 

t airly  general  pricing  ranges:  "Medics]  supplies  sJiaJJ  be  between  S20.00  and  S90.00  per  client. '  A 
provider  and  a  purchaser  would  annually  negotiate  program  components.  Alter  the  program 
components  have  been  agreed  to,  the  parties  would  refer  to  the  catalogue  tor  the  corresponding 
prices.  If  the  catalogue  reflects  highly  specific  prices  further  discussions  are  unneccessar/,  the 
price  is  inserted  "Without  regard  to  the  provider's  actual  costs.  If  the  catalogue  reflects  general 
pricing  ranges,  the  provider  and  purchaser  must  engage  in  further  negotiations  over  the  price  to  be 
inserted.  The  price  may  or  may  not  reflect  the  provider's  actual  costs. 


The  more  specific  the  catalogue  price,  the  more  accurate  the  "true"  or  "real"  market  price  for 
that  item.  However,  to  develop  such  sophisticated  prices  will  require  an  equally  sophisticated  data 
base  and  data  collection.  Significant  additional  staff  will  be  necessary  to  collect,  refine  and 
maintain  data.  This  will  require  an  increase  in  present  personnel  and  fiscal  appropriations  to 
allow  for  adequate  development  and  maintenance  of  such  a  data  base. 


With  more  specific  prices,  the  focus  of  the  negotiation  process  shifts  from  the  cost  of  each 
program  to  the  program  component  itself.  This  system  would  reward  a  provider's  ability  to 
negoaate  a  more  enhanced  program.  However,  without  uniform  program  standards,  this  could 

1  .-■.ill  lil  ijii£J-ai  ai.C  iClViiwCi  LU  UliCilLw^   IfflLil  iiUiiiai  llCCUZi. 


A  more  specific  pricing  catalogue  mught  promote  cost  efficient  decisions,  if  cost  efficiency  is 
defined  solely  by  undercutting  the  price  m  the  catalogue.  These  decisions  may  not  necessarily  be 
cost  effective,  however,  because  without  quality  assurance  there  is  little  guarantee  that  such 
decisions  will  be  made  m  the  best  interest  of  the  client  or  the  program's  effectiveness. 
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As  the  specificity  of  the  pricing  catalogue  increases  so  tec  does  the  volume  of 
resources  required  to  develop  and  maintain  the  data  base.  A  catalogue  that  establishes  general 
pricing  ranges  will  be  more  attainable  m  light  of  present  staffing  and  automation  capabilities. 
However,  mere  general  pricing  ranges  require  the  continuation  of  negotiations.  Here,  both  the 
cost  per  program  component  and  the  programi  component,  itself  must  be  negotiated.  Ability  to 
negotiate  is  revfarded,  not  the  ability  to  provide  quality  and  effective  services.  The  result  is 
not  only  disparate  services  to  clients  of  similar  needs  but  disparate  prices  for  similar  services. 


The  catalogue  system  drives  the  purchase  of  service  S'r'stem  back  into  its  present 
state:  time  consuming  and  annual  negotiations,  prices  not  reflective  of  value,  uninformed 
consumers  and  inequity  to  providers. 


Still  another  model  is  a  "free  market"  miodel.  In  this  model  the  provider,  as  seller  of 
services,  establishes  the  charge  for  services.  The  Commonwealth,  as  buyer  of  services,  would 
be  free  to  choose  :he  most  competitive  charge  for  the  services.  Though  appealing,  a  free  market 
IS  successful  only  "'hen  there  are  many  buyers  and  many  sellers  for  a  product  or  sei^ice.  In 
this  system  there  is  only  one  buyer,  the  Commionwealth,  and  oftentimes  there  is  only  one,  or  at 
best  few,  sellers  of  certain  services.  In  both  cases  a  monopoly  results  and  prices  become  rhe 
function  of  the  relative  strengths  or  weaknesses  of  the  parties.  Supporters  of  the  free  miarket 
model  deflect  the  argument  by  offering  the  federal  defense  industry  as  a  comparable,  and 
successful,  model.  One  fundamental  difference  exists;  continuity  of  care  is  not  a  consideration 
of  the  defense  industrv. 


Conclusion 


An  $SOC  million  dollar  system  demands  careful  scrutiny.  An  expanding  system 
deserves  an  expanded  and  increasingly  sophisticated  pricing  methodology.  A  system  whose 
major  concern  is  the  delivery  of  human  services  must  have  a  pricing  structure  that  requires 
the  least  complicated  reporting  yet  still  captures  sufficient  information  to  conduct 
state-of-the-art  analysis,  encourages  busmess-like  practices,  and  reflects  true,  not  negotiated, 


Mo  pricing  methoduiogy  should  allow  a  continuation  of  the  distortion  that  occurred  in  the 
eariy  ears  ci  the  purchase  of  service  s'/stem.  Though  cheaper  may  be  more  desirable,  it  cannot 
be  at  the  expense  of  quality  staff  and  the  most  efficacious  service. 


Fiexibiiity,  however,  does  not  mean  the  elimination  of  fiscal  accountability.  It  does 
require  providers  to  shoulder  more  fiscal  responsibility.  The  system,  hcwever,  will  allow 
purchasers  to  become  more  involved  in  supporting  and  enhancing  services  through  technical 
assistance  and  monitoring.  Providers  will  be  able  to  do  what  they  are  most  qualified  to  do  : 
manage  a  business  that  provides  the  best  services  for  their  clients.  Purchasers  will  be  able  to 
dc  what  they  are  qualified  to  do:  monitor  programs  and  develop  new  services.  The  Rate  Setting 
Commission  will  be  able  to  do  what  it  does  best;  establish  fair,  adequate  and  reasonable  rates. 
With  the  advent  of  automation,  the  Commission's  research  and  analytical  capabilities  will  offer 
the  system  its  first  opportunity  to  plan  for  and  to  prepare  for  the  future. 


New  concepts  require  the  shedding  of  old  concepts.  All  participants  in  the  s>'stem  must 
shed  the  old  idea  that  sLitus  quo  is  adequate  for  this  dynamic  system.  Action  net  reaction  will 
become  the  new  mode  of  this  evolving  system. 
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